This paper presents a simple, intuitive theory of business risk. The results are used to explain empirical observations of Beaver on the power of various financial ratios to predict failure of firms, and to hypothesize improved predictive ratios for use in selecting attractive risk situations and in determining appropriate risk premiums.
Introduction
Though financial accounting's use for measuring income has -been extensively, if not thoroughly, explored, comparatively little academic attention has been given to its use in measuring risk.
Several years ago William Beaver published a very interesting article
reporting an empirical study of various financial ratios as predictors of failure.
Using matched samples of "failed" firms versus "non-failed" firms, he found that several easily available financial ratios were good predictors of 2 failure, while others, probably more widely used, were mediocre predictors.
Specifically the criterion ratios cash flow/total assets, net income/total assets, total debt/total assets and particularly cash flow/ total debt were good predictors of failure, the latter even up to five years before the event, while sue?
widely used ratios as the "current" ratio were of only mediocre value until the final year before failure, and even then inferior to the aforementioned ratios.
Unfortunately, the reader is left with no particular rationale or theoretical explanation as to why certain ratios should be good predictors of of failure. Of course, one explanation is that management of firms in trouble See Beaver [1 ] . See also Lemke [3] 2 To quote Beaver: "Of the 79 failed firms studied, 59 were bankrupt; 16 involved non-payment of preferred stock dividends; 3 were bond defaults; and 1 was an overdrawn bank account". This is a specification of a one -dimensional random walk which has an absorbing barrier at one end and no barrier at the other, the classic gambler's ruin model. We would like to estimate the parameters (q/p) and a underlying the drift rate with a statistic based on the observed drift rate of a real firm.
In the random-walk model, the average drift rate per time period is (p -q)a.
A real-world measure of drift is A9<$Y, where A is the total assets employed, 9 is the average return on total assets per time period, (1 -6") is the dividend pay-out rate, and (1 -y) represents the average fraction of net cash after dividends re-invested in illiquid capital expenditures.
Thus we have, setting the two drift rates equal,
an-also, since p + q = 1, we have , u 1 -(A96Y/a) q/P "' 1 + (A96Y/C) (A96y/c) If we regard a as roughly, though somewhat imperfectly, measureable by 0, A9 refers to a return after taxes. Throughout this paper, net cash flow is taken to be after taxes, and, of course, after interest. 
Comparison with Beaver
Ignoring the information content of various components of the rather complex ratio suggested above yields the ratios found by Beaver to have predictive value. There are two major components: the first is x, a measure of the ratio of the observed drift rate to the standard deviation of that drift rate; the other is y, a measure of the ratio of the liquid wealth of the firm to what in some sense is the modal magnitude of setbacks in the drift, which latter we have somewhat crudely measured as the standard deviation of the drift rate.
This last point relies on the standard deviation of the drift rate being large in comparison with the mean drift rate.
If we ignore the information in x, and also ignore the differences between firms in relative variability of the net cash flow less dividends and less capital 
